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THE SECRETARY OF COMMERCE

THE DIRECTOR, OFFICE OF MANAGEMENT
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NATIONAL SECURITY AFFAIRS
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POLICY DEVELOPMENT

UNITED ‘STATES TRADE REPRESENTATIVE

|~ DIRECTOR OF CENTRAL INTELLIGENCE

SUBJECT SIG-IEP Meeting on Friday,
April 22, at 4:00 p.m.

A meeting of the SIG-IEP is scheduled for Frlday,
April 22, at 4:00 p.m., in the Indian Treaty Room (Room 474,
0ld Executive Office Building). The agenda is as follows:
1. NSSD-3: International Debt Situation:
2. International Sugar Agreement; and
3. Update on Poland: Next Steps.

Background papers are attached. Attendance will be

principal, plus one.
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Donald T. Regan
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

ASSISTANT SECRETARY

APR 20 1983 |

MEMORANDUM FOR: Members of the Senior Interdepartmental
Group on International Economic Policy

Subject: NSSD-3: Approach to the International Debt
Situation

Attached is the draft interagency report, prepared in
response to NSSD-3, for SIG-IEP consideration on Priday,
April 22. This report includes, as appendices, summaries of
separate reports prepared by four working groups; the working
group reports have been circulated separately, but further
copies can be provided on request.

While the draft report reflects intensive interagency
consultation at the staff level and attempts to incorporate
agency comments made at an IG meeting last week, it does not
reflect suggestions received after the deadline of close of
business on April 15. These further suggestions are being
circulated to the drafting group that prepared the report.

Minority views are reflected in footnotes to the main
body of the report. The final report to the President

should reflect any resolution of these differences as well
as other changes agreed at Friday's SIG meeting.

Marc E. Leland
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NSSD-3

APPROACH TO THE INTERNATIONAL DERT SITUATION,
A POLICY OVERVIEW

Executive Summary

1. Dimensions of Debt Problem and Implications for the
United States

A. Mandate and Previous Work
B. Scope of Problem
C. Implications for United States

2. The Current Strategy and Operational Difficulties
3. Basic Assessment

A. Progress in Applying the Strategy
B. Future Prospects and Potential Problems

i. Macro-economic
ii. Political
iii. Trade

C. Alternative and Fundamentally Different Approaches
4, Conclusions -

A. Prospects for Success of the Strategy
B. Suggested Measures to Strengthen the Strategy

i. Trade Policy
ii.,. sStrengthening Framework to Deal with Debt Problem
iii. Improvement of Data Systems and Dissemination

C. Future Work

Appendices: (Executive Summaries of Working Group Reports*)
A. Political and Security Considerations
B. Implications of Alternative Scenarlos for
Global Recovery and U.S. Domestlc Economy
C. Implications for International Trade and Trade

policy

D. Alternative Proposals for Dealing with the Debt
Problem

(Otherx)

E. Evolution of the G-10 Approach to Debt Problems

Classified by Treasury/I

Marc E. Leland
CONFIDENTIAL April 19, 1983 o
DECLASSIFY: OADR
*Reports circulated separately. 4
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Executive Summary

Although the first phase of the international debtfprob-
lem on the whole has been successfully dealt with, major Qiffi-
culties requiring complex U.S. pelicy choices can be expected
in the coming months as debtors implement adjuétment plans and
as external financial difficulties reach crisis stages in

additional countries.

® Additional countries, especially 0il exporters like

Venezuela and Nigeria, are seeking debt relief and
other financial assistance.
Banks here and abroad will continue to be reluctant to
add to their exposure in a long list of countries.
The combination of internal adjustment and loss of
financing may cause a further contraction of debtor
country imports and consequently of U.S.' exports.
Problems such as these will require difficult U.S. policy
decisions, sometimes involving tradeoffs among policy objectives.
Specifically, the U.S. Governmment may have to consider:
® Whether and how to meet further requests for signifi-
cant bilateral eﬁergency financial assistance.
To what extent continued cooperation from other govern-
ments, central banks, and the private bankingﬁéystem

»

can be counted on to assure availability of needed

financing;
In particular, how to deal with the likelihood that

governments will have to increase their assistance

CONFIDENTIAL
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in the face of reluctance of banks to maintain their
high relative share of financing, and with associated
problems of burden sharing. .

° How to react if debtors resort to export subsiéies in
lieu of adequate domestic economic stabilization in
order to achieve balance of payments obectives;

° How to deal with the possible need of some debtor
countries to renegotiate their IMP~approved stabili-
zation prograns,

There appears to be no good alternative toc handling prob-
lems such as these on a flexible, country-by-country basis. -
More radical proposals to deal at one stroke with the short-
term liquidity problems faced by all or groups of debtor coun-
tries fail to discriminate among country situations, which
differ enormously, and generally would weaken both the incen-
tive of borrowers to adjust and the willingness of creditors
to continue lending, as well as entailing costs to governments
of prohibitive economic and political dimensions. Moreover,
these alternative proposals appear to have no official support
in the indusérial countries and as yet little support even in
those LDCs with large debt problems.

We believe, therefore, that adapting the current strategy
to changing circumstances is the best way to proceed:?llmprove—
ments should be sought, however, in the availébility of data on

debt problems, in U.S. and international monitoring procedures,

in use of the G-10 to monitor and review -- and possibly to
coordinate -- debt and financing problems.
CONFIDENTIAL
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The debtors' ability to resume economic growth while servic-
ing théir debt depends mainly on a rapid expansion of exports,
which in turn will depend in part on the strength and qaundﬁess
of their internal adjustment programs. This growth of exports
can be achieved if there is reasonable, sustained growth in
the industrial countries, as seems likely, and if their markets
are kept generally open. Nevertheless, there are uncertainties,
including risks of political instability in countries of special
concern to the United States, particularly in the short term:

® The Western recovery may not be as strong and sustained
as expected;

° Major oil exporters, such as Mexico and Venezuela, face
the prospect of a painful, multi-year adjustment process
if oil markets remain soft;

°* A few LDCs, Brazil in particular, may have to accept
several years of austerity if they are to reduce sub-
stantially the debt service burden;

° There will be political resistance in the industrial
countries to a rapid expansion of imports from LDCs.

In the debtor countries, political resistance to necessary
but distasteful adjustmént may build over time and become better
organized. Although the odds are strongly against a’full—scale
revolution or an outright repudiation of debt in any gf the
major debtor countries, there is a risk of both political dis-
order in the major countries and attempts to achieve reschedul-
ing agreements that provide relief from some or most of the

interest payments due, e.g., by capitalizing them.

CONFIDENTIAL
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In view of these uncertainties and the large U.S. ‘economic,
political, and security interests at stake, the United .States, '
in cooperation with other major industrial countries, needs to
closely monitor evolution of the international debt problem.
If in the medium term the present prospect of sustained economic
recovery is not realized, possible alternative strategies may
need to be examined. Examination of basic alternatives in the
nearer term, however, would raise expecta£ions that easy solu-
tions are in sight, inducing borrowers to weaken or abandon
adjustment efforts in the expectation of forthcoming financing.
Such a development would seriously undermine what is otherwise

a reasonable prospect for success of the present strategy.

CONFIDENTIAL
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U.S. APPROACH TC THE INTERNATIONAL DEBT SITUATfON
A POLICY OVERVIEW

1. DIMENSIONS OF THE PROBLEM AND IMPLICATIONS FOR THE UNITED STATES

A, Mandate and Previous Work

This study was mandated to review the U.S. approach to the
international debt problem outlined as follows: "The current
international economic environment and financing constraints are
requiring substantial economic adjustments by borrowing coun-
tries entailing in part reductions in the pace of economic
growth, and inhibiting their ability to adjust through export
expénsion. The consequences and management of the current
world financial situation affect other areas of critical concern
to the United States and other industrialized democracies,
including the international trading system, economic recovery
and employment prospects and international political stability."

The starting point for this review is the analysis and
strategy developed under the auspices of the SIG-IEP entitled

International Debt Situation and Its Impact on the World

Economic/Financial System. Using this as a base, four working

groups were established to consider and prepare repoEts on:

(a) political and security considerations; (D) implic;Eions of
alternative scenarios for global recovery and the U.S. economy;
{c) implications of the debt situation for internaticnal trade
and trade policy; and (d) alternative proposals for dealing with

the debt problem. Executive Summaries of the reports prepared

by each working group are attached.

CONFIDENTIAL B
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B. Scope of the Problem -

This memorandum provides a policy overview in themconﬁext
of a burgeoning increase in the debt by a number of developing
countries and their inability to service it. This includes
borrowing from both official and commercial sources. In recent
years, the share of bank lending increased, and there was a run
up in the short-term debt of many major non-OPEC developing
countries (LDCs). By way of historical perspective, new net
borrowing by these countries from banks increased from a cycli-
cal low of under $15 billion in 1977 to about $48 billion in
1981. By the end of 1982, the stock of debt owed to private
Western banks by non-OPEC developing countries totalled about
$270 billion, of which roughly $180 billion was owed by Latin
America. If Venezuela and Ecuador (OPEC countries) are included,
the Latin American debt to private banks exceeds $200 billion.
U.S. banks have about 40 percent of total bank claims on these
countries.

In the.19705, a combination of oil price shocks, inflation,
ample liquidity, and ambitious growth policies added to the
LDCs' debt levels. 1In the 1980s, high interest rates, world
recession, reduced export earnings and disinflation in indus-
trial countries served to increase the debt servicing burden of
many LDC borrowers, which nonetheless had resisted taking
necessary adjustment measures. The results were predictable.
However, some countries, particularly in Asia, did make adjust-

ment and are not currently experiencing debt problems; most of

CONFIDENTIAL -
Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2



> Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2

CONFIDENTIAL

3
the countries in Latin America, East Europe and Africa did not
begin adjusting until faced with‘a financing problem.

In the period 1976-1980, 11 countries completed debt relief
negotiations with official and/or private creditors. Since then,
25 countries have completed such negotiations and another 5 to
10 countries are negotiating arrangements. The earlier restruc-
turings involved smaller, low income countries (except Turkey).
Those in 1982 included some of the largest borrowers (Mexico,
Brazil and Argentina). Reschedulings in 1983 will include
some OPEC members {Ecuador, Venezuela and probably Nigeria).*
The exposure of U.S. banks to Mexico, Brazil and Argentina
exceeds $55 billion. Bankers report that the only country in
Latin America that is "current" with debt payments is Colombia.
.Eastern Europe (including Yugoslavia) is also having difficul-
ties servicing debt, but the magnitude of the total commercial
bank debt outstanding is less, about $65 billion; U.S. banks

have less than ten percent of total bank exposure.

C. Implications for the United States

(i) Political and Securitg

In some cases, the adjustment effort required of the LDCs
could so strain their political systems as to create pressures in
key countries that could trigger.civil unrest, possible éhanges
in government, or adoption of policies inimical to U.S. interests.
The seriousness of the potential impact will of course differ
for each country. There is need to examine the potential of
selective country-by-country U.S. responses for the furtherance

of U.s. foreign policy and national security goals.

* See Appendix E.

CONFIDENTIAL
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(ii) Macro and Financial

The difficulties experienced by some LDCs in servicing
their debt in turn could pose problems for the U.S. economy in‘
general and the financial system in particular. The attempts
of LDCs to improve their trade balances have contributed to the
temporary widening of the U.S. trade deficit, possibly with
some effect in delaying the recovery. More important, the
large exposure of major U.S. banks in all problem LDCs together
-~ often exceeding 100 percent of capital -- means that, in
the worst case, a crisis leading to de facto repudiation of
debt by some major borrowers could threaten the solvency of
major U.S. banks and, potentially, the stability of the U.S.
financial system. Maintenance of the integrity of the financial
system is crucial for the long-run health of the U.S. economy.

{iii) Trade

The international debt crisis has implications for both
U.S. trade and the international trading system. For example,
in 1982 U.S. exports to the six major debtors in Latin America
fell by $8.7 billion and are continuing to decline, If financ-
ing is not available to permit smooth adjustment, the sharp
drop in U.S. exports to those markets (which totalled $22.7
billion in 1982) will continue. -

As for the implications for-the trading system, thefe is
some danger that the debtor countries will adopt further protec-
tionist, discriminatory trade measures, although those countries
obtaining IMF programs must agree not to adopt new restrictions
or intensify existing ones. Any trend toward such measures would
prompt protecticnist actions by developed countries, setting
back U.S5. efforts to liberalize world trade.

CONFIDENTIAL
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2. THE CURRENT STRATEGY AND OPERATIONAL DIFFICULTIES

The core U.S. strategy is designed to deal with debt..
problems in a flexible manner. It is based on adjustment,
reasonable economic expectations and financing adequate to
allow orderly adjustment and avoid triggering political prob-
lems and reactions that could damage U.S. interests.

The IMF plays a key role in providing official medium term
assistance to troubled borrowers, and its resources need to be
increased.

Commercial banks, must also increase their own lending in
borrowing countries following appropriate adjustment programs,
though many are reluctant to do so.

Central banks and treasuries must be willing to provide
immediate liquidity support, when necessary, to aid selected
borrowers which are working out adjustment programs with the
"IMF, but, with the likely reduction in the growth of commercial
bank lending, official and governmental lenders will be called
upon to provide.a larger proportion of total finance to LDCs.

The need in the U.S., Europe and Japan for resumption of
credible economic expansion is the final element in the existing
U.S. strategy to deal with LDC debt problems. As a con;gritant,
protectionism must be.avoided to enable LDCs to find exp&rt'
markets for their products.

Operational Difficulties

As noted, the magnitude of the difficulties far over-
shadows those experienced in the 1970s, and there is no single

formula that meets every debtor's case or needs. Several more

CONFIDENTIAL
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countries are likely to seek rescheduling, IMF assistance, -
and/or bridge financing. A number of those which havé"estab-
lished IMF adjustment programs will probably fail to meet some
IMFP targets. ‘

There will be a series of "phase two"” reschedulings that
will put strain on the willingness or ability of the existing
private sector participants to further increase exposure to
troubled borrowers, However, if they did not increase exposure,
they would be less likely to receive interest payments and
would probably have to increase provisions for bad debt, thus
suffering reduced profits.

In some LDCs, the public sector has received preferential
access to foreign exchange for servicing external debt. The
private sector has not been able to obtain foreign exchange to
keep current even on interest payments., This development
obviously is making foreigp lenders and suppliers reluctant to
advance new funds. It also raises concern about the private
sectors' future access to funds, vis~a-~vis public sector
borrowers.

Shortfalls in supplier c¢redits and trade finance lines
could affect country financial packages and handicap’éhe ability
of some debtors to carry out normal trade tréhsactions, weak-
ening their ability to fulfill key IMF targets,

Belt tightening -- adjustment -- by LDCs cannot be avoided,

but there also could be requests for additional financing for

CONFIDENTIAL
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troubled LDC borrowers that might have to be met from official
sources {governments, IMF, IBRD, etc.). -

If the alternative to such financing is even further belt-.
tightening, there is a danger that there could be still greater
pressure for adoption of non-market orientated trade policies.

Up to the present, the major countries have coordinated
their approach to debt problems in an ad hoc fashion centered
on the Paris Club in which official and officially-guaranteed
credits are rescheduled. The limitations of the Paris Club
approach began to be visible in the case of Turkey in 1980,
and became more apparent'in the case of Poland in 1981. Then,
in 1982, the problem of Mexico and Brazil required an approach
by the major countries completely separate from the Paris Club
because of the relative unimportance of official credits relative

to commercial bank credits. (A more detailed discussion of

the evolution of this approach is provided in Appendix E.)

3. BASIC ASSESSMENT

A. Progress in Applying the Strategy

The initial elements of the debt strategy have been
successfully meshed for several major debtors. Adjustment
programs have been initiated, largely in cooperation'gith the
IMF, and financing arrangements ﬁave been made by officiél
institutions and private lenders.

In debtor countries, IMF agreements have entered into

force. 1In Mexico, Argentina, Brazil, Yugoslavia and elsewhere,

CONFINDENTIAL
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adjustment efforts are underway, but even more countries are
encountering problems in meeting their payments and obt;iniﬁg
new commercial bank borrowing.

Agreement has been reached on a significant increase in

IMF gquotas and GAB resources. The U.S. administration is making

a major effort to obtain Congressional approval -- which won't
be easy. IMF quotas will be increased by 47 percent, an increase
from SDR 61 billion to SDR 90 billion (in current dollar terms,
an increase from $67 billion to $99 billion). The proposed
increase in the U.S. quota is SDR 5.3 billion {$5.8 billion ét
current exchange rates) representing 18 percent of the total
increase.

The Group of Ten, working with the IMF's Executive Board,
has agreed to an expansion of the IMF's General Arrangements to
Borrow from the equivalent of about SDR 6.5 billion at present
to a new total of SDR 17 billion, and to changes in the GAB to
permit its use, under certain circumstances, to finance drawings
on the IMF by any member country. Under this agreement, the
U.S. commitment to the GAB would rise from $2 billion to SDR
4.25 billion (equivalen£ to about $4.7 billion). The target
date for entry into force of these agreements is Novemper 1933.

This expansion and revision of the GAB offers séséral
important attractions and, as a supplement to the IMF's quotas,
greatly strengthens the IMF's role as a backstop to the system:
GAB credit lines are primarily with countries that have rela-

tively strong reserve and balance of payments positions. They

can provide more effectively usable resources than a quota

CONFIDENTIAL
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increase of comparable size. Since the GAB will not be drawn
upon in normal circumstances, this source of financinguwill~be
conserved for emergency situations. By demonstrating ihat the
IMF is positioned to deal with severe systemic threats, an
expanded GAB should providé confidence to private markets to
ensure that capital continues to flow, thus reducing the risk
that the problems of one countfy will affect others.

Official balance of payments assistance on a bilateral
basis from governments has also been provided in some cases
as a supplement tc IMF programs.

With commercial banks, there is a new wrinkle; they are

being called on to agree to new commercial lending in conjunc-
tion with IMF programs. Our estimates suggest a decline in the
. growth of net new commercial bank lending to non-oil developing
countries, from about $48 billion in 1981 to $20-25 billion in
1982. The outlook for net new bank lending in 1983 to these
countries is in the $20 billion range, of which over half --
about S11 billion —-- already appears spoken for by Mexico (S5
billion), Brazil (S4.4 billion) and Argentina (about $1.5
billion). The IMF program in Yugoslavia will require roughly
another $600 million in new bank lending.
Unfoftunately, some banks in Europe, possibly Jépan_and
U.S. regionals, have been unwilling even to maintain existing
exposure. As a result, other banks have had to increase their
exposure even more in order for the various adjustment programs
to be successful.. There is a burden sharing problem: among
banks; between banks and official lenders; and among official

creditors.

CONFIDENTTIAL
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Some Comments on Bank Lending

- Most current data from the Bank for Internatiénal-

Settlements (third quarter 1982) show a pickup in international
interbank market operations —-—- the gross aggregates -- but a
sharp slowdown in underlying expansion of lending outside the
industrialized countries of the immediate BIS area (from S$20
billion in second quarter to $4 billion in third quarter.
LDCs are having an increasingly difficult time in holding or
obtaining interbank deposits; their run-off has pushed Brazil
and Yugoslavia into liquidity problems. LDCs are also having
trouble in obtaining new loans.

- Exporters are significantly scaling back the volume
of supplier credits granted to buyers in financially-troubled
developing countries., Apart from placing critical export tar-
gets in further jeopardy, a cut in supplier credits could lead
to an increased need for external bank loans.

- More reschedulings can be expected, including addi-
tional countries or likely "second phase” difficulties; some
disturbing dévelopments should be anticipated, but action to
deal with them must by nature be on a case-by-case basis,
although within the context of the main elements of the existing
strategy. i

~- In addition to rescheduling, commercial banks where
justified are encouraged to increase exposure -- i.e., in the
context of IMF programs and meaningful domestic adjustment pro-
grams in debtor countries.

Some banks have already written off portions of their

loans to Poland, Zaire and the Sudan. The extent of writeoffs

CONFIDENTIAL
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to these and other countries may increase. However, bank-
regulators may have to make some allowance for loans byfbanks
to problem debtors that are made in conjunction with IMF adjust-
ment programs. -Otherwise, the banks' managements could reach
a point where they no longer sanction such loans, given the
obvious deterioration in many countries' economic performance
and foreign exchange generating capacity.”*

-- Some decline in the growth of commercial bank lending
is a natural concomitant to reduced LDC deficits, lower inflation
and interest rates, and increased banking prudence, but subsﬁan—
tial financing gaps are expected to develop that will require
further tightening of LDC adjustment programs and/or increased
official lending.

The likely increase in government involvement will bring
with it a greater degree of influence over commercial bank lend-
ing decisions. Govermments will not willingly allow comﬁercial
banks to reduce the growth or levels of their exposure to LDCs

- while official lending is being increased. Experience with the
strategy points up the need for a clear idea of what constitutes
"fair burden sharing."” For the same reason, commercial banks
will increasingly insist on appropriate levels and cqgegories

of official lending.

*  There is considerable desire in Congress for legislation
parallel to the IMF quota/GAB legislation which would impose
limits on foreign lending and require other measures in the
regulatory area. On April 11, the bank regulatory agencies
submitted to Congress a package of measures they proposed
to institute so as to take these concerns into account
without legislation, but they were also asked to prepare,
and have prepared, draft legislation.

CONFIDENTTIAL
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Central banks and Treasuries have been willing to engage

in short-term bridge finance on a selective basis, but the

availability of these funds may be limited in the future.

U.S. economic recovery is well underway, and there are

signs of an upturn in other key OECD countries. Several recent

developments will be helpful in easing LDCs®' debt service prob-
lems. Interest rates have fallen substantially since last
autumn, which should reduce the interest payment burden.
Finally, prices of industrial raw materials, a major export
item for many LDCs, have risen rather sharply so far this year
and are likely to continue to rise in the near term.

However, the debt problem is not resolved and will be with
us for some time. Further restructuring in some countries will
be necessary. Already, questions are raised about the ability
of Argentina and Chile to meet their IMF targets. An upturn
in the world econcmy has not yet taken firm hold; lower oil
prices, while generally beneficial and counter-inflationary,
will help most problem debtor countries, but severely worsen
the situation in a few. Case-by-case analysis rather than
generalization is needed.

The most important element in the strategy is adequate
adjustment by the borrowers; wifhout it, there cannogﬁ?e an
improvement in their situations. Yet, they don't want to
restrain their growth or take unpcpular domestic measures.

The debt burden of LDCs will engender political problems.
Venezuela, for example, has proposed a debtors' conference.

It is unlikely that a coordinated debtors' moratorium will

CONFIDENTIAL
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occur or that a major borrower will repudiate debt; the degree
of interdependence among nations is too great. The result for
the borrower would be barter and autarky, but the idea:of
repudiation has appeal in some political quarters in Latin
America.

There obviously is room for improvements and refinement
within the parameters of the strategy, such as greater coordina-
tion in the G-10 and strengthening cooperation between trade
and finance officials. Moreover, some observers question
whether existing financing will be adequate and the degree to
which a higher percentage of official support will be needed;
others suggest that the strategy as presently structured may not
result in a satisfactory outcome and that supplementary contin-
gency planning is therefore required.

In sum, however, the strategy so far has worked; it has

contained the damage and started the major debtors on adjustment

programs in connection with IMF and other official lending.

B. Future Prospects and Potential Problems

(i) Macroeconomic

Among alternative strategies, the one chosen is agreed on
as offering the best prospects of a satisfactory outcome,
although this result is by no means assured. There will be
continued problems in implementing it, at least through the end
of 1984.

In 1983 and 1984, most observers agrée that many adjustment
programs and financial arrangements will have to be modified,
While substantial progress has been made in meeting IMF condi-

tions, there is a high probability that both Brazil and Mexico

CONFIDENTIAL

Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2



Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2

CONFIDENTIAL

14
will require additional financing in 1983. Failure to meet
internal targets is likely for several countries. The:result
will probably be renegotiation of IMF agreements and Earther
rescheduling of bank debt. There is always a risk, however,
that such rénegotiations will not succeed because of unwilling-
ness of countries to make adjustment or of creditors to provide
sufficient additional liquidity.

In the medium term (1985 through 1987), prospects for a

substantial improvement in financial positions of major debtors
are quite good. The major reason for this is the expectation
of a sustained recovery in the industrial countriesé as slack
capacity is taken up, these countries should grow at around four
percent for several years, allowing rapid growth in the exports
of major debtors provided that there is not a turn towards pro-
tectionism. Medium term scenarios suggest that, with an indus~
trial country recovery, growth in exports will be sufficient
to allow both a steady reduction in debt service ratios and a
resumption of growth in debtors, albeit at rates below that of
the 1970s. Failure of the industrial countries to achieve a
sustained recovery, on the other hand, would require major
revision of the debt strategy.*
(ii) political ™
A primary continuing concern is the effect of the debt

problem on the political situation in debtor countries, Many of

* CIA believes that a sustained 4% growth rate for OECD GNP
should be viewed as a feasible but optimistic case, and that
a slower, and perhaps more likely growth rate {(e.g., 3%},
would mean a slower recovery of the debtors' economies and
the continuation of serious financial difficulties. [N.B.,
This view applies to Appendix B and the Working Group report
as well,]
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the high debt countries experienced rapidly rising living stand-
ards during the 1970s. They have already taken sharp cuts in
these standards, and will take further cuts in 1983. E;en -
with a resumption of moderate growth, it could take many years
before per capita consumption in Brazil and Mexico reaches its
pre-crisis levels.

The cumulative effect of this downturn in economic perform-
ance could be political instability. The longer the economies
of the debtors remain depressed, the greater will be the chances
of major political changes and unrest in these countries. As
signs of political resistance and unrest multiply, it will
become increasingly difficult for the IMF to hold the debtor
countries to their commitments. Although most of the major

" LDC debtors have authoritarian governments, they nevertheless
must take domestic political interest into account in order to
reduce the risks of violent unrest and to build popular support.

The above comments pertain primarily to Latin America.

The political dimensions of the debt problem are different in
Eastern Europe. The impact on the U.S. economy of Eastern
European debt problems is minimal.

(iii) Trade

Even if the strategy results in a satisfactory oy}come,
the U.S. trade balance with the countries expiriencing$debt-
servicing problems will deteriorate further. As a result, the
Administration will face pressures to restrict LDC imports and
to facilitate exports. U.S. efforts to liberalize world trade
and investment will be made more difficult. To the extent the
strategy is unsuccessful in making possible smooth adjustment
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by the debtor countries, these trade problems will be intensified.

If the six major debtors in Latin America (Mexico;uBrazil{
Argentina, Venezuela, Peru, and Chile) hit their tradewtargets,
the U.S. trade balance with these countries will deteriorate by
at least $5 billion in 1983.* The dislocation in U.S. export
and import-competing sectors caused by this swing will generate
protectionist pressure.**

To date, such pressures have been muted because most of the
trade swing has been due to reduced U.S. exports, and exporters
are less prone to call for retaliatory actions than import-
competing industries. However, U.S. exporters have suffered
not only due to lost sales, but because of problems in receiving
payments for goods already shipped.

If adjustment programs in the LDCs are successful, the
future deterioration in the U.S. trade balance is likely to be
primarily on the import side, thereby heightening pressures.

Moreover, since the export subsidies and the import restrictions

Department of Commerce reports that, due to financing problems,
Mexico, Brazil and Argentina are currently importing at levels
well below those implied by IMF adjustment programs. Besides
causing further contractions in trade, this may adversely affect
each country's ability to sustain export capacity at the necessary
levels., The Defense Department concurs. Other agencies agreed
that such a trend in their imports, if it continued, could adversely
affect export capabilities but that it is too early to extrapolate
full year 1983 results and that the link between imports and
export capability is difficult to specify.’
** OMB believes that focusing on bilateral trade with specific LDC
debtors is too narrow a measure of the impact of current problems
on the U.S. economy. Offsets are possible in worldwide trade,
e.g., a reduction in exports to one country, or group of countries,
can easily be made up by higher exports elsewhere. While these
offsets may be small over the next year or so, they are likely to
be quite significant over the longer term. Other agencies agree
with OMB that bilateral trade analysis can be misleading but believe:
{a) concurrent declines in import demand by many LDCs will reduce
total demand for U.S. exports; and {b) there is no automatic offset
to this decline. ¥

4
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now being used by countries with large external debt may be
grounds for the imposition of import restrictions under U.S.
trade laws, the Administration will have to deal with gbecific-
requests to restrict imports from the debtor countries. In some
cases, such as foreign subsidies, the President has virtually
no flexibility. 1Increases in U.S. trade barriers as a result
of these laws will be seen by the debtors as protectionist
U.S. measures hampering their adjustment measures., There is
thus a strong likelihood of trade conflicts with the debtors.

Contractions in the availability of trade finance will
lead to difficulties in normal trade transactions and to the
use of such measures as countertrade and clearing arrangements.

Another area of tension will be international trade dis-—
cussions. The continuing vulnerability of the debtors, which
include some of the major LDC traders, will make them more
strident in demanding special treatment for LDC exports, and
even more wary of U.S. initiatives to negotiate further trade
liberalization {such as the proposed North-South round) and to

extend GATT disciplines.

C. Alternative and Fundamentally Different Approaches

A number of proposals have been made in recent months for
alternatives for dealing with the current debt situation, some
of which are perceived as suppleﬁental to the.current stfategy,
and some of which address perceived shortcomings of the basic
strategy. As such, these proposals can be separated into two
categories: (a) those that deal with the immediate liquidity
problem faced by debtor countries and which might be needed

should the current strategy fail; and (b) those that deal with
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the longer-term structural deficiencies which some believe
have been highlighted by the current crisis, but whichuare not
addressed by the current strategy.

The proposals in the first category would provide temporary
debt relief, or lengthen the maturity of existing debt, 6n the
assumption that once economic recovery is underway in the DECD
countries, debtor countries will be able once again to service
their debt. These proposals are somewhat‘lacking in that they
are not selective, treating all Lsz egually rather than on a
case-by-case basis. In addition, several of these proposals
neglect or miscalculate the potentially adverse effect on
commercial banks, which is especially relevant in light of
the element of the basic strategy which calls for maintenance
of commercial bank lending.

Proposals made in the longer-term structural context assume
that, even with an upturn in world economic activity, many
debtor countries will Se unable to meet their debt payments.
These proposals range from relatively simple mechanisms, such
as encouragement of a secondary market for LDC debt, to creation
of new institutions, such as a developing country debt corpora-
tion, to entirely new approaches to debt restructuring, such
as a system of Exchange Participation Notes. Ty

The shorter-term and some of the longer-term proposals
lack country-by-country selectivity and adequate assessment of
the impact on commercial banks. 1In addition, the longer-term
proposals have more serious administrative difficulties and
political complexities than the short-term proposals, which
make successful negotiation and implementation particularly
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unlikely. Although there is broad support for reform among
the LDBCs, none is pushing for radical measures, and thére is
no evidence of official interest in industrial countries for
any of these schemes.

Finally, the alternative solutions proposed to date assume
that the creditors must bear a substantial part of the princi-
pal burden of erabling LDCs to survive the current debt crisis.
As such, these alternatives would entail a departure from the
present strategy's premise that the crux of any effort to remedy
the debt problems of LDCs in a lasting way must be domestic

adjustment efforts by the countries themselves.

4. CONCLUSIONS

A. Prospects for Satisfactory Outcome of the Strategy

In the near term (through end-1984), the working cut of the
debt strategy, although it has a reasonable prospect for a satis-
factory outcome, is likely to be turbulent, Some countries may
miss targets in IMP-sponsored adjustment programs, and additional
financing will probably be required from both official (i.e.,
from governments as well as the IMF} and private scurces. The
risk of an unravelling of the strategy cannot be dismissed. The
most likely outcome, however, is that a series of cagg-by-case
measures will succeed in avoiding a global crésis. ;

In the medium term (1985-1987), prospects for an improvement

in debtors' financial positions are quite good, under the assump-
tion of a satisfactory outcome in the near term. A recovery in
industrial countries should allow rapid growth in LDC exports,
providing an opportunity simultaneously to reduce debt service
ratios and resume economic growth. This estimate will, however,

e
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change sharply if industrial countries fail to achieve a sus-
tained recovery. And even with a steady recovery there will

be a risk of political instability in LDCs.*

B. Suggested Measures to Strengthen Strategy

{i) Trade Policy

pomestically, the Administration, recognizing .the need for

the debtors to improve their current balance, should continue to
emphasize its commitment to maintaining an cpen U.S. market, while
assuring U.S. interests that U.S. trade laws will be applied
fairly. Given general U.S. trade policy and limitations imposed
by trade law, special trade treatment should not be given to
countries because of debt difficulties.** Rather, decisions
involving trade with debtors should continue to be made on
traditional trade policy grounds such as the standards in our
countervailing duty law.

Internationally, our trade policy objectives are (a) to

discourage any increase in market distorting import protection
and export subsidies by the debtors or the developed countries
that could create long-term distortions in world trade, and (b)
to ensure that the liberalization that should be possible once
the adjustment programs‘begin to work does in fact take place
and becomes the basis for further liberalization of world

. -
trade and investment, and improvements in the tradiné‘system.

* The NSC and Defense Department believe that medium term pros-
pects for an improvement in debtors' financial positions are
poor, due to new bank attitudes and regulations, the continuing
inability to fund past balance of payments loans and the addi-
tional burden of repayment of bridging and refinancing loans.

** sSDOC feels that the steps these countries will take to meet the
financial objectives of the adjustment strategy (trade balance
improvements) could increasingly result in policies that conflict™
with U.S. trade policy objectives (i.e., mandated counter-trade,
import restrictions, export subsidies, etc.). -
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With these goals in mind, the United States is proposing
joint meetings of trade and finance officials to re-emghasize
the link between their areas of responsibilities, emphasizing
the importance of adequate finance to avoid unnecessary trade
restrictions and the need to avoid protectionism.

The Summit and the OECD Ministerial also will be used to
discourage protectiohism and to begin to lay the groundwork
for future liberalization. 1In addition, the United States
will work on improving coordination among the IMF, World Bank,

and GATT on trade matters.

(ii) Strengthening The Framework for Managing Debt Problems*

Procedures developed over the years for coordinating official
measures to address the debt problems of individual countries --
largely in the Paris Club framework for official debt reschedul-
ings -~ have worked reasonably well most of the time. Since
mid-1982, however, there has been a sharp increase in the.number
of debt problems, in their magnitude and potential significance
to the intepnational monetary system, and in their complexity.

The approaches worked out (and still being worked out) in the
Mexican, Brazilian Argeﬁtine and Yugoslav cases, for example,

reflect the dominant role of private financing and the marginal
v
_\‘
* With respect to section (ii), the Federal Reserve questions
the desirability or usefulness of an instktutionalized forum,
especially one as large as the G-1l0, to try to reach interna-
tional decisions on major debt cases. Such an approach would
tend to be rigid, slow, cumbersome and public where flexibility,
speed, imagination and discretion are required. The Federal
Reserve has no problems with a proposal to use the existing G-10
" framework to review and discuss common problems and concerns in
this area. Treasury believes that use of an existing framework
such as suggested in this section would permit greater speed and
flexibility than existing practice, which essentially relies an-
the p0551billty that some countries will assume responsibility for
organizing necessary support and organizing follow through. The
State Department associates itself with the Federal Reserve's.
position. "
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role (if any) played by official reschedulings of the type tra-
ditionally handled in the Paris Club framework. To one degree
or another, these cases have involved arrangement of short-term
"bridge" financing by monetary authorities in the maﬁor coun-
tries; the negotiation and adoption of major IMF proéfams; tem-
porary stand-stills on principal payments on commercial bank
debt; longer-term restructurings or reschedulings of maturing
commercial bank debt; provision of net new financing by the
commercial banks; and programs of extraordinary longer-term
official financing to complete the financing package.

Rapid responses, both by monetary authorities and commercial
banks, have frequently been required; the complexity and inter-
related nature of the financing packages have at times made it
difficult to proceed on individual elements without assurance
that all elements were reasonably in place; and there have been
frictions among governments, among commercial banks, and between
govermments and banks related to issues of "burden sharing." The
Paris Club framework* is not appropriate to these cases and has
not been used; and the increasing number of official debt resched-
ulings and the need at times to integrate them into more complex
financing packages raises questions about the continued ability

of the Paris Club structure to manage official reschedulings.**

* The initial purpose of the Paris Club was to provide an informal
process or procedure -- not creation of an institution, which
was not wanted -~ to facilitate the negotiation of debt relief
loans extended by or guaranteed by the leading creditor governments
(i.e., basically the G-10). The Governmeht of France offered to
provide meeting facilities and secretarial services for such
negotiations, and the other G-10 countries accepted,

** The State Department believes that this conclusion is not justified.
The Paris Club has not been used in these cases because the borrowin.
countries did not request rescheduling of their official debt.

There is no evidence that the increased number of reschedulings
has tasked Paris Club resources; nor is the need to integrate
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These problems, and the expectation ﬁhat there wi;l be similar
new cases and/or repeats of old cases, have suggested the adoption
of more systematic arrangements among the major credifér coun-
tries for anticipating future problems, dealing with them as
they arise, and assessing the management of individual cases.

The existence of more fofmal arrangements could provide greater
assurance to the markets that individual debt problems would be
managed smoothly, and thus inhibit actions by the commercial
banks that would precipitate such crises. Such arrangements
could provide a channel for rapid official transmittal of infor-
mation and decision-making, for communications between the IMF
and the monetary authorities of the creditor countries, and,
possibly, for organized communications between official creditors
and the private banking community. At the same time, in consid-
ering the establishment of more systematic creditor arrangements
to address debt issues, there is a need to avoid creating incen-
tives for undue recourse to such arrangements, and to assure
maintenance of the IMF's role as the central scurce for official
balance of péyments financing.

On the basis of these considerations, it is suggested that
the Group of Ten framework be considered as the locus for
creditor consultations and decisions on key debt issaés, as
they relate both to guestions of general polféy approach and to
individual problem cases. The G-10 consists of the finance

ministries and central banks of the United States, Belgium,

official reschedulings into larger packages germane to the issue
of the Paris Club's ability to manage official reschedulings per
se. In State's view, the Paris Club has functioned efficiently,
and such problems as do exist (e.g., data collection) would not
be solved by a change in venue,

. %
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Canada, PFrance, Germany, Italy, Japan, the Netherlands, Sweden,
the U.K. and recgntly Switzerland. Such a grouping would be
appropriate for more regular consultations in the debtjare;,
since it includes the countries with principal interests in
and respbnsibilities for the international monetary system;
those in a position to provide the bulk of any official balance
of payments financing that may need to be mobilized; and those
countries whose banks are most involved in international lending.
The G-10 is also the entity for any decisions on activation of
the General Arrangements to Borrow.

The G-10 has a small "secretariat™ consisting of one person
each drawn from the staffs of the IMF, OECD, BIS, and thus has
established relationships with the principal institutions inter-
ested in and knowledgeable about the international debt and
financial situation. This small staff might be expanded slightly,
and supplemented as necessary by temporary personnel assignments
from governments or by work submitted by governments. The G-10
normally meets twice a year at the level of Ministers and
Governors and several times a year at the Deputies level, often
in conjunction with meetings of WP-3 of the OECD's Economic
Policy Committee. It should not be necessary to increase the
frequency of meetings at these levels significantly,'jf at all:

5
action on particular issues or cases should normally ﬁe handled
by working groups subsidiary to the Deputies.

In this framework, the G-10 could be asked to assume coordi-
nating or operational responsibilities in several areas:

(a) Data, Information

-~ Review the variocus collection efforts under way in
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the IMF, the BIS, the OECD and the World Bank in
the lending/debt area; determine whetherAthere are
significant omissions in the collection éffdrt and
recommend any desirable improvements.

== Monitor and assure rapid transmittal to creditor
governments of relevant information, with a view
to anticipation of emerging problem cases and pro-
viding a basis for decisions on cases being handled
by the group.

——~ Request reports from regulatory authorities (presum-
ably through the BIS framework) regarding develop-
ments in the bank regulatory and supervisory area
and problems of consistency in regulatory treatment

that may need to be addressed.

(b) Specific Financing Problems

When it became apparent thaf extraordinary official
action would be necessary to assist a country in overcoming
debt problems, the group would form a task force responsible
for considering the nature of any package and coordinating G-10
participation. The task force would be the principal point of
contact with other key sources of financing: the IMFi the IBRD,
other MDBs, bilateral credit agencies (including those in non-
G~10 countries, such as Saudi Arabia, if appropriate), and the
commercial banks. Such a group would not engage in negotiations
with debtors or with commercial banks, but would assure that
essential informaﬁion was available to all parties concerned,

establish timetables for action, and address "burden-sharing”
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issues. As such, the group would serve as a coordinating
point for the creditors' group as appropriate to the iﬁdividual
case, for: |
® Contact with the IMF.
° Bridge financing, organized through the BIS or otherwise.
° Extraordinary official financing of a longer-term nature.
® Official debt reschedulings, whether negotiated in or
outside of the Paris Club framework.
® Official communications with the private banking commu-
nity on extraordinary financing packages.

(c) Review of Performance and Policy Issues

—= The group would meet periodically, probably at Depu-
ties level, to review the experience with individual
cases, assure needed follow-up and consider policy
questions arising from such reviews.

-- As necessary, issueé would be referred to Ministers
and Governors for consideration.

As noted above, these arrangements would probably require a
small increaée in the staff available to the G-10 to handle
communications, coordinétion, administration, etc., but the
major substantive work would be drawn from the IMF, OECD, BIS
and capitals. Responsibility for overall coordinatigﬁ of the
ef fort might be assumed, on a rotating basis,‘by the Deputy
from the country that chairs the G-10 Ministers and Governors,

assisted by the Chairman of the Deputies, the G-~10 staff and

his own staff.
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(iii) Improvement of Data Systems and Dissemination

A number of developments are in train that will iﬁcreése
the quality and availability of information on debtor countries
which the U.S. should strongly urge G-10) members to support.

Efforts to construct debt profiles of individual countries
are presently handicapped by the difficulty in synthesizing
the various reporting systems in place. PFor instance, data
collected by the World Bank generally leave out all short term
debt, and also omit medium/long-term debt of the private sector
that is not guaranteed by the debtor's government. The IMF is
pursuing a major effort to identify and eliminate the gaps in
reporting, but it will not be possible to achieve rapid progress.

Availability since the mid=1970s of information on bank
lending by banks in the BIS area has added a new dimension. A
large part of the IMF's effort is aimed at expanding the report-
ing area beyond the participating BIS countries, One of the
BIS systems will be shifted to a "consolidated” basis of report-
ing, which means that countries report the global position of
their indigeﬁous banks wherever located, rather than only those
banks within their borders. This system will improve our
ability to identify the country at risk in bank lending.

The newly formed Institute for International Fi;;hce (IIF)
is expected to devote most of its efforts to }mproving the flow
of information from individual debtor countries to the banking
community., The IMF should be encouraged to make available to
the banking community non-sensitive data on debtor countries.
Such data flows should entail much more timely information than

what is now collected by the World Bank from these countries.
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An important point is that, in addition to debt data, statistics
on growth, prices, trade/current account balances and grade
finance are essential elements in making appraisals of a coun—'
try's prospects.

C. Future Work

The evidence is that the existing strategy is working,
although some aspects of that strategy could, and should, be
strengthened as indicated above. To date, no proposals have
been made which could improve on the current strategy, in par-
ticular as we have recommended it be strengthened. Specifi-
cally, none of the alternative proposals meets the fundamental
criteria of a desirable strategy -~ that they deal with the
problem on a country-by-country basis; that they involve the
cgmmercial banks in such a way as to encourage their continued
participation in the international financial system; and that
administrative and political difficulties not be such as to
render negotiation‘or implementation virtually impossible.
More fundamentally, none of the alternatives proposed suffi-
ently meets the underlying criteria of encouraging LDCs to
adjust., Some alternatives would, in fact, enable LDCs to
avoid adjustment altogether. |

This is not to suggest that the strategy being followed is
certain to produce acceptable results., As noted above, Lhe
operation of the strategy in the near term will be difficult
and will require flexible responses to problems on a case-by-
case basis; success in the medium-term will depend importantly
on effective adjustment by borrowers and achievement of reason-

able, sustained growth in the industrial countries. The
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prospect for such growth now appears good. Should this prospect
not materialize in the medium-term -- 1985 to 1987 -—néxamina—
tion of basic alternatives to the strategy might be warranted.
But any attempt to undertake further work on basic alternatives
within the U.S. Govermnment in the nearer term would raise expec-
tations that magic and painless solutions are both feasible and
in prospect. This would create powerful disincentives for borrow=-
ers to implement the economic adjustments that are essential and
for banks to supply the financing that will be required while
adjustment takes place, undermining fundamental elements of the

strategy.*

* NSC, Defense and Commerce favor the following alternative:

"It is not clear that the present strategy 1s adequate to stabilize
the financial situation of the major LDC debtors should the
international debt problem worsen. Among the events that could
force major adjustment to the existing strategy or call for
supplemental alternative measures might be: a failure of indus-
trial countries to achieve sustained recovery; the failure of
several major debtor countries to meet established IMF performance
targets; a gradual breakdown in commercial banks' willingness or
ability to cooperate in granting debt relief and extending new
short-term and/or medium-term money; the declared insolvency of

a major financial institution{s) overwhelmed by tandem domestic

and international reschedulings, moratoria, or in the case of
domestic companies, bankruptcy; the declaration of unilateral or
collective moratoria by debtor countries due to domestic political
unrest or tensions; or politically-inspired repudiation of external
debt by a country of significant size which could have destablizing
regional effects., As a result, further work shoulditake place to
refine the alternatives or supplemental measures presently under
discussion along with an analysis of those ‘ctircumstances that could
warrant the introduction of these adjustments or additional mea-
sures." :

Treasury believes that, as stated in this paragraph, while there
may be difficulties in the near-~term and a satisfactory outcome
is not guaranteed, the U.S. must persevere with the strategy
outlined in this paper; action that led debtors to believe that
the United States was giving serious consideration to "global”
solutions would be a powerful disincentive to continuing adjust-
ment measures on their part.
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Political and Security Considerations

Executive Summary

The adjustment effort required of the LDCs is placing an
unavoidable strain on their political systems with implications'
for many of our foreign policy objectives, including ﬁatters of
regional peace and security, North-South economic relations and
cooperation with our European allies,

of particular concern is the danger that the pressures on
the political/economic systems of key countries could spark
changes in governments, changes in policies, and/or changes in
a country's ability to influence events. To the extent these
countries are unable to resolve their problems, or find the
solutions excessively painful, or perceive that the industrial-
ized nations are unable or unwilling to provide needed resources,
they may begin to look for alternative solutions inimical to
U.S. interests.

For insfance, in the Middle East, Egypt plays a key role
in the peace process, but unless the Egyptian Government takes
strong remedial action, it is likely to undergo severe balance
of payments difficulties in the next few years, As a result,
Egypt's economic difficu;ties are going to make its participa-
tion in the peace process more expensive for the U.S. and, if
it is required to seek assistance elsewhere, possibly,gore

A

unpredictable. .
In the Caribbean and Central America, U.S. and Venezuelan
foreign policy has coincided in recent years. Venezuelan aid

has provided many countries of the region with much needed

balance of payments support and has supported the move towards
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a democratic government in El Salﬁador. While Venezuela's current
economic and debt problems probably do not affect that:éountryfs
stability ~- at least in the short run -- they will limit the
resources available to Venezuela to continue to play its positive
role in the region. - |

In addition many of the LDCs are going to look for solu-
tions to their problems on a collective basis through changes
in the international economic system. Pressures from the LDCs
for greater concessions by the industrial nations on North-South
issues are likely to increase, particﬁlarly if their debt
situation remains unresolved. We can, for example, expect
increased demands in UNCTAD for new and more generous commodity
arrangements. We may also see increased demands for a debt
moratorium perhaps unilateraly declared by the LDCs.

Many of the consequences of the current situation will be
countfy specific. We will continue to receive many requests
for assistance, and with a limited resource capability to respond
to those requests we are likely to see increasing and often
unpredictable strains in bilateral relationships. Both the
Philippines and Liberia may use their economic difficulties to
try to extract a higher price for our facilities based in
their countries. Even when our direct bilateral interests are
less involved, we cannot be indifferent to thé possibility that
internal disorders arising out of economic difficulties in a
given country could cause disruption in geveral others. Nor
can we ignore the possibility that some governments might try

to divert public attention from internal difficulties by
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external adventures. Nigeria is a possible candidate fo; the
first concern, while Argentina is a good candidate for both
possibilities.
A solution to these problems is beyond the abilities and
resources of the United States and will reqire assistance from

our allies,
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Macroeconomic Aspects of LDC Debt

Executive Summary

Many developing countries now face serious problems in.
servicing their external debt. 1In large measure these problems
are part of the severe worldwide adjustment to disinflation,
which led to high interest rates and a decline in the price and
volume of the LDC exports. However, some nations have come
through the adjustment period relatively well, while others
have fared more poorly. |

The basic cause of individual difficulties lies in the
failure of some. countries to pursue sound fiscal and monetary
policies. This led to extraordinarily high rates of inflation,
not adequately offset by exchange depreciation, and a loss of
competitiveness on world markets. When the external environment
temporarily worsened due to disinflation in the industrial
countries, the current account deficits of these countries
widened., By 1982, private lenders became unwilling to finance
further rapid growth in debt. As a result, a number of count-
ries have sought official financing and/or rescheduling of
private and public debt.,

Short-Term Financing and Adjustment

Most problems debtors have entered into agreemen;i with
the IMF and their creditors. These agreements combine\a plan
for adjustment by the debtor with a financing package consisting
of both official and private lending. Thus the initial elements
of a resolution of the debt broblem have been successfully

meshed.
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Some Qroblems remain, however, and 1983 and 1984 are likely
to be marked by many small crises. Several additional ébunéries
are likely to request IMF programs and/or rescheduling of pri-
vate and public debt. At the same time, many of these countries
with existing adjustment programs will probably fail to achieve
their targets. Mexico and Brazil, in particular, are likely to
require additional financing in 1983 even though they have made
substantial improvements in their external position. Several
countries will probably fall short on their targets for internal
measures, such as reducing budget deficits.

It is likely that these problems will be worked out in a
"second phase" series of reschedulings. Additional bridge
financing may be necessary in some cases to avoid a payment
moratorium during negotiations with the IMF or the commercial
banks. The possibility of a serious unravelling of the agreements
cannot be ruled out, but does not appear to be the most probable
case.

Effects of the Economic Recovery in the Industrial Countries

A resolution of the debt problem requires effective adjust-
ment by debtors, but it also depends on a sustained recovery

in industrial countries which allows debtors to increase their
'N_:.\

earnings of foreign exchange. .

The Working Group concluded that the most likely medium-
term prospect for the industrial countries as a group is for
recovery compatible to that envisioned in the Administration

forecast for the United States: that is, for several years of

growth at about four percent, as slack capacity is brought inteo
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use. A recovery at this rate would permit a growth in debtor
country exports sufficient to combine gradual improvement ;n
debt service ratios together with a resumption of growth in
the debtor countries themselves -- albeit slower growth than
that of the 1970s.,

A failure of the industrial countries to achieve a sustained
recovery, on the other hand, wouid imply much slower export
growth. A major revision of the current debt strategy, probably
involving a significant writedown of debt, would then become

inevitable.

Effects on the U.S. Economy

The major U.S. economic stake in the debt problem is
financial, Major U.S. banks hold extensive claims on problem
debtors, in some cases exceeding 100 percent of capital. A
crisis leading, in the worst case, to a de facto repudiation
of some substantial part of these claims could threaten the
stability of the U.S. financial system.

The other major effect is the forced improvement in LBC
trade balances, a substantial part of which is reflected in the
U.S. trade balance and which thus contributes to the temporary
widening of the U.S. trade deficit, LDC debt problems helped
delay the beginning of U.S. recovery, 1If contractioqg in
trade continue, the external sector could coptinue to be a
drag on U.S. GNP growth, However, if the adjustment process
is successful, LDBC import should increase in the medium term

from current levels,.
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Implications for International Trade and Trade Policy

Executive Summary -

Trade Flows

The United States has important trade interests with major
LDC debtor countries, most of which are Latin American.

Those debtors will have to improve their current account
balances; the U.S. will absorb about half of the swing in
their trade accounts, primarily because of the large U.S.
share of Mexican trade. (The debt problems of Eastern
Europe and Africa will more directly affect Europe.)

U.S. exports to Mexico, Brazil, and Argentina this year

may be reduced more than envisioned under their IMF
programs. Apparently, private, short-term trade finance

is drying up, hampering U.S. exports, delaying or preventing
payments to suppliers and increasing Exim bank loan loss
risks. U.S. subsidiaries are having difficulty in importing
necessary inputs.

There is therefore a possibility that the debtors will import
considerably less than planned as part of IMF adjustment
programs. Besides reducing U.S. sales, this may hamper the
debtor's ability to export at necessary levels. The import
and export problems are encouraging more distortive trade
policy measures (i.e., counter trade, import restrictions,
etc.). '

Substantial trade adjustment took place in 1982. U.S. exports
to the six major Latin American debtors were $22.7 billion,

a decline of $8.7 billion from 1981. As a result, the overall
U.S. trade balance with these countries declined from a
surplus of $4 billion in 1981 to a deficit of over $4 billion
in 1982, '

In 1983, the projected increase in the trade deficit with
those countries is about $5 billion, compared to projected
overall increase in the U.S. trade deficit of about $30
billiocn. s

As the adjustment programs in these couhtries take hold and
the U.S. economy recovers, U.S. imports from these countries
should increase while U.S. exports to them should recover
more slowly.

Should there be additional adjustment or financing problems,
the trade balance loss would be greater than the one
projected above; U.S. exports could be hurt drastically,

with trade deteriorating to a cash-and-carry basis or barter.

CONFIDENTIAL Declassify:0ADR

Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2



Approved For Release 2008/10/06 : CIA-RDP85-01 156R000200280004-2

CONFIDENTIAL

c-2

B. Dangers of Present Situation

-

-= In their efforts to cut back imports and increase exports,
the debtors could adopt additional import restrictions
and export subsidies, further distorting trade. By creating
vested interests, such measures threaten to become long term.

—- The increasing sense of vulnerability by major LDCs will make
them more strident in their demands for preferential treatment
and more wary of U.S. efforts to liberalize trade and improve
the trading system (such as the proposed North-South Round
and the services and high technoleogy initiatives).

-- To date, the protectionist pressures against debtor LDCs
have been muted, perhaps because most of the trade impact
has been on the export side, and exporters are less prone
to call for protection than are import-competing sectors.
There are, however, increasing pressures to facilitate
payment for exports.

—-= As the debtors' adjustment shifts from import reduction to
export expansion, protectionist pressures will be more
likely, particularly if the LDCs don't begin to open their
markets.

-~ Since the export subsidies and import restrictions adopted
by debtors may justify imposition of import restrictions
under U.S. trade laws, the Administration will have to
deal with specific cases filed under these laws. In some
cases, such as those against foreign subsidies, the President
has virtually no flexibility.

-= Should the U.S. take action to restrict their trade, the
debtors will see this as U.S. protectionism frustrating
their efforts to adjust.

—-- There is thus a strong likelihood of increasing trade
disputes on individual products with the debtors,

C. Policy Proposals

1. Domestic

-= The Administration, recognizing the need for debtors to
improve their current account balances, should:

° continue to emphasize its commitment to maintaining an
open market,

® assure U.5. interests fair application of U.S5. trade laws.

-- Given general U.S. trade policy considerations and limitations
imposed by U.S. trade law, special trade treatment should

not be given to countries because of their debt difficulties.
. %
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Rather decisions involving trade with debtors should be made
on traditional trade policy grounds. (If an important economic
partner gets into major difficulties, this policy may have

to be reconsidered.) - '

~-- Trade objectives should be one element considered by the
U.S. during the negotiation of bilateral bridge financing.

2. International

-- While continuing to pursue our broader trade policy
objectives, our international objectives with high debt
countries should be to:

° discourage increases in import protection and export
subsidies by the debtors or developed countries that
could create long term distortions in world trade,

° ensure that trade liberalization in debtor countries
actually takes place once the adjustment programs
create the necessary economic conditions.

° geize the opportunity created by the debtors' eventual
trade liberalization to further open and improve the
world trade and investment system.

-- We should get finance and trade officials of the major
countries together to discuss the linkages between
adjustment, open markets, and finance, thereby re-
emphasizing their mutual responsibilities to maintain the
international economic system.

—— In addition, we should develop policy proposals:
°* to improve GATT/IMF/World Bank cooperation,
° to liberalize‘North—South trade.

-— To discourage those LDCs experiencing debt-servicing problems
from adopting additional trade distorting measures and to
encourage liberalization when possible, we should use our
influence in the IMF, GATT, and World Bank.

-- The OECD Ministerial and the Summit provide further oppor-
tunities to advance U.S. policy. ’
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Alternative Proposals for Dealing with the Debt Situation

Executive Summary

The Working Group on Alternatives for Dealing with the
Debt Situation reviewed a number of proposals for supplementing
the current debt strategy, with a view towards describing
those proposals and providing a brief analysis of the advantages
and/or disadvantages of each. The Group was not requested to
reach a final conclusion or make any recommendations regarding
further work on any of the proposals. The Group did not examine
all possible alternatives, but dealt only with certain proposals
which have been cited frequently in recent months.
A brief description of each of the proposals studied by
the Group follows:
(1) One Year Grace on 1983 Debt: Two proposals have been made,
one for public debt and one for private debt. Both would
provide a one or more year grace period on principal and

prssibly on all or some portion of interest, with a
balloon payment due in 1989 or later.

{2) Retroactive Terms Adjustment: As already authorized under
1961 Foreign Assistance Act as amended, dollar-denominated
principal and interest due on official U.S. assistance
would be converted to local currency.

(3) Large-scale Debt Restructuring: Commercial bankecredits to
developing countries would be purchased at a discount by a
new international instituion and rescheduded into longer-term
claims at a reduced rate of interest.

(4) Buyout of Small Creditors: Official sources of finance would
be used to pay off small regional banks anxicus to withdraw
from foreign markets.

(5) Exchange Participation Notes: Debtor country central banks
would issue negotiable notes with repayment tied to future
foreign exchange earnings.,
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(6) Developing Country Debt Corporation: Future lending to
developing countries would be in part through a new quasi-
public institution that would package and guarantee LDC
obligations for sale to private investors, such as non-
bank financial institutions.

(7) Safety-Net for Commercial Banks: Banks would contribute
amounts equal to a small percentage of foreign loans to
a central fund, to be drawn on if a loan goes bad and
the bank encounters financial difficulties as a result.

(8) Debt Commission: A neutral body, with representatives
from creditor- and debtor-country governments, would
monitor debt conditions, establish uniform criteria for
debt rescheduling, and help prevent debt crises by encour-
aging appropriate advance actions.

(9) Secondary Market for Trade Paper: Guarantees by natiocnal
export credit insurers and an international institution would
be used to provide sufficient backing for paper to be
resold on capital markets.

Although each of the proposals reviewed had its own parti-
cular set of advantages and disadvantages; many of these advan-
tages and disadvantages were, in fact, common to all or a
majority of the proposals. The advantage of removing uncer-
tainty and building lender confidence, for example, was cited
as an advantage of the proposals for a large-scale debt restruc-—
turing, buyoﬁt of small creditors, developing country debt
corporation (although this proposal is meant as a device for healthy
borrowers), safety-net for commercial banks, debt commission, and
a secondary market for trade paper. | '“

Likewise, an important disadvantage common to many of the
proposals, as described, was that they did not require economic
adjustment on the part of the borrowers. For example, the
proposals for a one-year grace on debt, retroactive terms

adjustment, large-scale debt restructuring, buyout of small

creditors, safety-net for commercial banks, and secondary
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market for trade paper are actions that would be implemented
by creditors. Although these proposals would not preciﬁde-
inclusion of some means of leveraging debtors to adjust, this
is an area in which several of the proposals need more work.
Finally, some of the propcsals were seen to be inappro-
priate because they would be little more than a bailout of the
commercial banks. {Some observers, of course, believe tﬁat
virtually any actions taken to ease the current LDC debt burden
would be a bank bailout.) Proposals falling in this category
include large-scale debt restructuring (unless bank debt
were purchased at a substantial discount, in which case the
banks themselves might be reluctant to participate), buyout
of small creditors (albeit a bailout of smaller banks only),
and a safety-net for commercial banks.
There are a number of factqors which need to be addressed
.in any analysis of supplementary or alternative proposals for
dealing with the LDC debt situation, such as selectivity
{countries should be addressed on a case-by-case basis), ease
of negotiation or implementation, and cost. Some of the
proposals studied by the Working Group did, in fact, gddress
these concerns; others did not. .
Ultimately, the decision to proceed with any new‘prbposal
will depend on the current financial situation, an assessment
of the current debt strategy, and the need to have or desira-
bility of having supplementary or alternative mechanisms in
place before the Qituation becomes a c¢risis. Advantages and
disadvantages acquire different weights depending on the

nature of the problem one is addressing.
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Evolution of the G-10 Approach to Debt Problems

It is possible to distinguish four stages in the evolution
of the G-10 approach to the debt problems of specific countries.

STAGE I: Rescheduling Export Credits, 1956-65

The first debt crisis of the post-WWII era was that of
Argentina in 1955-56. The other countries that sought debt
relief in this period were also among the most advanced LDCs:
Turkey, Brazil, and Chile., (See Table.) In each case, except
Brazil's, debt servicing problems followed a period in which
credits from the G-10 countries, primarily export credits had
expanded rapidly. 1In the late 1950's, adverse cyclical export -
trends were also an important factor leading to debt-servicing
difficulties. 1In the early 1940's, however, export trends
were generally favorable, and the problems related to bunching
of debt service payments and to poor economic management.

The procedure created to ensure equitable burdensharing
among the various export credit agencies came to be called the
"paris Club”, an ad hoc forum chaired by an official from the
French Treasury, in which payments falling due on direct credits
and guaranteed credits Qere rescheduled over seven to 12 years.
(The Turkish rescheduling was handled in the OECD aig'consortium

A
rather than in the Paris Club.) Concessional credits were

explicitly excluded from rescheduling. There was little parallel
relief from commercial banks, except in the 1961 case of Brazil

where additional credits were arranged informally.
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STAGE II: Aid Reschedulings, 1966-76

The second stage was dominated by rescheduling opera;ions
involving India and Pakistan. 1In both of these cases; export'
credits were explicitly excluded. Payments on ODA loans were
rescheduled on highly concessional terms, i.e., a grant element
of up to 62 percent. Another innovation was the use of debt
relief deliberately as a substitute for aid, since in several
instances the countries were not in a position of default or
imminent default.

This stage also brought the first large-~scale debt “"work-
outs.” 1Indonesia's debt was rescheduled over thirty years,
with no interest charged on the rescheduled amounts. Ghana's
debt was rescheduled over twenty-eight years. Institutionally,
the India and Pakistan reschedulings were done in aid consortia,
and the rest were mostly done in the Paris Club.

The countries involved were generally not the most advanced
LDCs, but they were all in the upper half. During this stage,
foreign aid from the G-10 countries and from multilateral
institutions was growing rapidly and was being coordinated
within consultative groups or aid consortia.

While some countries had soughtrrelief from a small number
of banks prior to the mid-1970's, there do not appeag\to have
been any significant commercial bank reschedylings du;ihg this

stage.
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STAGE III: Mixed Rescheduling, 1976-1980

Zaire developed serious debt problems in 1976; itjpreéented
the first case in which burdensharing between official and
private creditors became a serious issue., The commercial
banks (led by Citibénk) argued that they should be preferred
creditors. The G-10 govermments refused to accept this position
and conditioned debt relief in 1979 upon “comparable™ debt
relief from banks. The banks finally gave in.

This period saw a rash of reschedulings linked to the OPEC
oil-price increases, related OECD recession, and economic mis-
management. The first of a long line of small, low-income
commodity exporters from Africa came to the Paris Club: Sierra
Leone, Togo and Liberia. Most of the countries encountering
debt problems in this period socught relief in the London Club
as well as the Paris Club.

The big rescheduling of this period was Turkey: the
first in which the G-17) countries rescheduled more than $1
billion in official credits, the first in which "special pledg-
ing" of balance of payments assistance from donor governments
was required, and the first in which commercial banks had to
provide as much debt relief as the governments (althgugh they
were not required to provide new financing). The buraén of
coordinating the inter-related financing oper;tions {including
almost $900 million of structural adjustment loans from the
IBRD) fell primarily on the IMF, but the job was facilitated
by the OECD which pro@ided a forum for both the special pledg-

ing and the official debt relief. .
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During this period, both the Paris Club and the London
Club, "hit their stride.” Some modest improvements in paris
Club procedures were adopted which preserved, however, its ad
hoc case-by-case character in the face of LDC demands for
institutionalizing debt relief. significantly, the existing
approach to debt relief received a form of international
endorsement in a debt resolutibn adopted by the UNCTAD Trade
and Development Board in 1980.

The approach to Nicaragua's debt problem was an impbrtant
departure from the usual approach in this period. On the offi-
cial side, the G-10 could ﬁot aéree to lihking debt relief to
an IMF arrangement, and three countries proceeded to negotiate
bilateral relief arrangements. On the commercial bank side, the
London Club agreed for the first time to capitalize some interest
payments.

STAGE IV: Problems Everywhere Except Asia, 1981-1983

_ In Stage III, 11 countries completed debt-relief negotiations
with cfficial and/or private creditors. Since then, 25 countries
have completed such negotiations, and another 5 to 10 countries
are negotiating arrangements. More importantly, some of the
world's biggest debtors experienced difficulty in this period,
notably Mexico, Brazil, Argentina, and Poland. N

Up to this stage, an informal and ad hoc-approach h;s
been adequate, and preferable to a more organized approach
that could encourage countries to seek recourse to debt relief,
The number of negotiations underway, and the amounts involved,

now appear unmanageable without a more coordinated approach.
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On the private bank side, an important step has been taken

with the establishment of the Institute of Internationéi Finance.
The major shortcoming at the present time seems to exi;t on

the official side.

The only existing mecﬁanism for coordinating official
action in response to debt problems is the Paris Club. In
theory, the Paris Club could be upgraded to assume a larger
role. This possibility was discussed at length within the
Paris Club in February 1983, but strong resistance to the idea
was expressed. In particular, it was felt that the Club would
be most effective if.it remained as a technical body with a
"debt-collection” orientation. It was pointed out that decisions
on debt relief and decisions on new aid tend to be made in
different parts of the creditor-country governments., Further-
more, it was considered important for the official creditors
to negotiate separately from commercial banks since the interests
of each group could be quite different.

There are élso administrative considerations. As the
frequency of.negotiations has increased, the burden of preparing
for them has multiplied. This burden now falls entirely on
the French Treasury which has difficulty coping with the present
workload. 1In particular, it has not been able to angiyze
options or establish an effective exchange of debt-servicing
information in advance of negotiations. A final concern is
that the Paris Club gives the government of France a dispropor~
tionate influence over the outcome of debt negotiations.

An approach which allowed diﬁferent countries to take

the lead in the more complex cases, and which was supported by
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a staff undistracted by other responsiblities, could provide

more effective coordination of action by G-10 countrié,s, leav-
ing the Paris Club to handle the "normal" cases where the debt‘
problem could be solved without bridging operations or special
aid pledges or coordinated action with private banks, or extra-

ordinary debt relief.
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Debt Problems Since 1956

COUNTRY YEAR OFFICIAL RELIEF BANK RELIEF»
: ($ millions) ($ millions)

STAGE I: Rescheduling Export Credits, 1956-1965

Argentina: 1956 $500 no data
1962 ' . $240 "
1965 §76 .

Turkey: 1959 $400 .
1965 $220 .

Brazil: 1961 $300 »
1964 $200 »

Chile: 1965 $76 "

4 countries 8 negotiations $2012

STAGE II: Aid Rescheduling, 1966-75

Ghana: 1966 $170 »
1968 _ $100 »
1970 $25 »
1974 $290 »
Indonesia: 1966 - $247 .
1967 $95 "
1968 $85 »
1970 $2100 »
Peru: 1968 s$58* ol
1969 $70* »
India: 1971 $92 »
1972 $153 "
1973 ) $187 .
1974 $194 »
1975 $167 "
Pakistan: 1972 $234 -
1973 $103 "
1974 $650 . "
Cambodia: 1972 ' 52 "
Chile: 1972 $258%* "
1974 $462%* .
1975 $230* .

7 countries 22 negotiations $5872

* = atypical for the stage
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COUNTRY YEAR OFFICIAL RELIEF BANK RELIEF
{$ millions) ($ millions)

STAGE IIT: Mixed Rescheduling, 1976-1980

India: 1976 $200*

1977 $110*
Zaire: 1976 $270

1977 $210

1979 $1040

1980 - $402
Sierra Leone: 1977 ‘ $39

1980 $37
Jamaica: 1978 - $63

1979 $300 $149
Turkey: 1978 $1300

1979 $1200 $2760

1980 . $3000
Peru: 1978 $420 $386

1980 $487 $340
Sudan: 1979 $480
Togo: 1979 $260

1980 - 569
Liberia: 1980 $35
Bolivia: 1980 ' - $156
Nicaragua: 1980 {bilateral) $562
11 countries 23 negotiations $8608 $4887
STAGE IV: Problems Everywhere Except Asia, 1981-1983
Nicaragua: 1981 - $180
Jamaica: 1981 - ] $89
Bolivia: 1981 - $416
Pakistan: 1981 216
Togos: 1981 232

1983 100e

* = atypical for the stage
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COUNTRY YEAR OFFICIAL RELIEF BANK RELIEF
($ millions) (S millions)

Poland: 1981 $2200 $2300

1983 - $2300
Madagascars: 1981 $140

1982 . $107

1983 - $195
CAR: 1981 $72
Zaire: 1981 $500
Senegal: 1981 $75

1982 §74 $77
Uganda: 1981 - 830

1982 $19
Liberia: 1981 $30

1983 - $50e
Turkey: 1982 - $2900
Sudan: 1982 $80 $400e

1983 $536
Guyana: 1982 - $14
Romania: 1982 $234 $1600
Malawi: 1982 $25 $42
Mexico: 1982 $18500
Costa Rica: 1983 200e
Brazil: 1983 : - $4700
Cuba: 1983 - $1000
Ecuador: 1983 - SfOSOv
Argentina: 1983 - ’ $9000
Chile: 1983 - $2600
Yugoslavia: 1983 - $1400
25 Countries 38 negotiations $4870 $49813
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Participation in Renegotiation
of the International Sugar Agreement

Issue:

A conference is scheduled for May 2-20 in Geneva to begin
renegotiation of the International Sugar Agreement. Should
the United States participate?

Advantages:

-- U.S. participation would enhance prospects for an
improved agreement which could provide some protection for
U.S. consumers against a rising world market. To the
extent it protects its price floor, it could also help to
operate domestic supports without budget outlays or
protectionist quotas. In the absence of domestic support
it could provide some price floor protection for U.S.
producers.

-- Renegotiation might conceivably bring the EC into
the Agreement, placing some control on its subsidized sugar
exports. U.S. growers thus support our participation.

U.S. involvement would help keep the EC on the defensive
regarding its agricultural subsidies.

-- U.S. non-participation would be viewed as a sudden
and significant change in U.S. policy towards the developing
countries. This could complicate our position at UNCTAD Vi
in Belgrade in June. '

-- Participation in negotiations - even if the U.S5.
ultimately does not join a new agreement - will help
preserve our political relations with a number of major
sugar-exporting countries, including Brazil, the Philippines,
Australia and Thailand. These countries depend heavily on
sales to the world marekt. They view our willingness at
least to attempt to improve the Agreement as an indicator
of U.S. concern for their economic welfare.

Disadvantages:

-- An agreement which regulates the market is at
variance with the Administration's free market philcsophy.
It could entail extra costs for U.S. consumers in surplus
periods, particularly if domestic supports are ended after

FY 86.

-— With domestic supports, we do not need an ISA now
to protect U.S. producers. When supports expire in FY 86,
we will be free to support U.S. sugar growers or not as a
matter of national policy.
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-- Once the U.S. engages itself in the negotiating process,
it will be difficult to disengage; this difficulty will increase
as negotiations progress. (We would make a declaration that
participation in negotiations does not necessarily commit us
to joining an agreement,)

-- Cuba could benefit from the Agreement. The Cubans
can now send subsidized sugar exports to the USSR while also
competing on the world market for hard currency sales under
the Agreement's ulmbrella. This treatment is likely to be
largely carried over into any new agreement.

Background:

The current ISA expires at the end of 1984, However,
the agreement is ineffective, due in large part to EC
non-membership. This early renegotiation is to try to
entice the Community in, and so help to begin reducing
the current world market glut. As a member of the current
I1SA, the U.S. has participated in conference preparatory
work. Account now must be taken of the SIG discussion on
February 3 that we do not intend to negotiate another
commodity agreement.

The May conference is unlikely to produce a new agreement.
The EC supports radical changes to shift ISA emphasis from
export guotas to an ambitious stocking regime. Major ISA
exporters (Australia, Brazil, Cuba) are unlikely to agree to
such changes. On the other hand, the EC and ISA exporters
are calling for greater commitments by importing countries,
such as direct stock financing, stronger access guarantees
and production or trade controls on corn sweeteners. Japan
and Canada have joined us in opposing such proposals. These
wide differences will undoubtedly require at least one more
negotiating conference later this year. Even then, an agree-
ment acceptable to all major exporters and importers has to
be considered a longshot.

The U.S. has been an ISA member since it entered into
force in 1978 (but not a member of all its predecessor agree-
ments). It remains the only commodity agreement where we have
major interests both as a producer and as an importer. However,
our FY 82-86 sugar price supports have required import quotas
which isolate the U.S. from the world market in times of low
prices. It is, of course, not known what domestic measures, if
any, would exist after FY-86. A new Sugar Agreement would
probably last to 1989 or 1990.

If it is decided that the U.S. will attend the negotiating
conference, U.S. positions will be cleared through the TPSC
process. Agency staffs currently envisage imstructions with
high-priority U.S. objectives being (a) EC membership;

(b) larger and better-verified exporter-held stocks to protect
consumers; (c¢) continued reliance, if necessary, on export
quotas in time of low prices, but with a price mechanism which
provides greater latitude for the free play of market forces.
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paris Club Meeting on Polish Debt Situation

The Paris Club met April 12, 1983, to discuss Polish debt.
The U.S. delegate reiterated our analysis that Poland would not
be able to pay credits close to what it owes, even assuming a '
reasonable debt rescheduling. Nearly $14 billion in debt service
is due in 1983, including: $4.5 billion in arrears from 1982;
$5.9 billion in principal payments under original loan contracts;
and $3.4 billion in ‘interest, including charges on rescheduling
agreements. If all creditors were to share Polish payments '
equally, they would receive about 10 cents for each dollar due
them. If instead, Poland pays Western banks the amounts due
them in 1983 under the terms of the 1981 and 1982 rescheduling
agreements ($l.1 billion) there will be nothing left (apart from
any financing provided by Western creditors) to clear up existing

arrearages or to service debt coming due in 1983.

Under the terms of the 1981 paris Club Minute the Poles
agreed to provide pertinent information and comments on the pro-
gress of their economic stabilization program and balance of
payments targets. The Poles recently submitted such a report.
Our initial review of it indicates that the information pro-
vided is inadeguate. It was decided to establish a working
group to evaluate Polish performance under the 1981 rescheduling
and the status of information on the Polish economy. The working
group will report its findings to the Paris Club in May. We
expect the May meeting to focus on the working group's report
and to then consider how to procede with a rescheduling.

The discussion took place in two channels: informal
bilateral talks and plenary rhetoric. Contrary to the normal
practice, country representatives took a harder more intense
line in the informal bilateral conversations than in their
plenary statements. In extensive bilateral discussions the
U.S. representative indicated that the U.S. policy review on
the sanctions issue, especially on rescheduling, is proceeding
and decisions should be made prior to the next Paris Club meeting;
we would soon begin consultations with our NATO Allies on this
complex issue. All the creditors indicated. with varying degrees
of stridency, that their governments are under great pressure to
move forward toward rescheduling. For some of our Allies it is
a budgetary question; for others a domestic political-question
of governments not rescheduling being used to bail out the
private banks; for the neutrals it is a question of East-West
politics interfering in a financial forum. All the creditor
country representatives made it clear that they felt there must
be progress on this issue at the next meeting to ensure that
paris Club unity is not ruptured.

Classified by S. J. Canner
Review for Declassification
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In plenary discussions, the creditor country
representatives made their points in a low-key manner. (This
probably reflects the bilateral talks.) The neutrals (Switzer-—
land, Sweden, Austria and Finland) took the hardest line. The
Swede made a veiled reference to the long-standing threat that
the neutrals will reschedule on their own if the Paris Club
doesn't agree to do it soon. The NATO Allies indicated a strong
desire to move forward toward rescheduling.

The NSC met on April 8, to discuss a State/NSC options
paper on Polish debt rescheduling. It was decided to work out
a phased step-by-step approach to a rescheduling that would be
linked to political/human rights measures by the Polish
Government. Treasury, State and NSC staff are preparing a
paper which will suggest a possible proposal to discuss with our
Allies in the next few weeks.

Classified by S§. J. Canner
Review for Declassification
on 4/20/89

CONFIDENTIAL

Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2



Approved For Release 2008/10/06 : CIA-RDP85-01156R000200280004-2
SECREI

Commerce's Proposal for 3IG

I understand that Secretary Baldrige sent a memo to Secretary Regan
and to Norman Bailey with the following comments on the Debt Study.

Even if it is premature and perhaps risky to consider any dramatic
departures from aur present debt strategy, we do need to review ways of
adapting this strategy in order to respond flexibly to likely problems.
Specifically, the USG needs to:

1. Review the adequacy and appropriate use of US resources for

bilateral funding of LDC debtors--EWM, EXIM, CCC.

2. Review the adequacy and appropriate use of IMF resources--such as
the possible need for the IMF to borrow from banks.

3. Examine possible ways to facilitate normal commercial transactions
with debtor countries, especially when trade financing fails
because of a collapse in confidence--possible use of EXIM,
red iscounting trade paper, etc.

4. Monitor LDC adjustment efforts, including the political reactions
to these efforts, in the short- and med ium-term--he will refer to
the likely NIE on this topic.

5. Monitor the debt related contraction of LDC imports, to flag
possible disruptive effects, including on the possibility of

hindering LDC export growth.

3
SECRET
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Talking Points on International Debt Problem

The International Debt Study recognizes that there will be difficult
problems in the near term--the next year or 18 months--but that resumption
of economic growth in the West will probably rapidiy reduce the debt
problem in the longer term. We are less optimistic about tne longer term,
for reasons which are stated in the Study, but are not sufficiently
emphasized.

Specifically, although fairly rapid OECD economic growth (for example,
4 percent a year) no doubt is feasible, we should consider the substantial
possibility that growth will turn out to be slower. Indeed, most available
private sector forecasts over the lQé’LSG period are well below 4 percent.

Even if Western economic growth is rapid, several of the debtors,
including those of greatest concern to the US (Mexico, Brazil, and
Venezuela, for example) will face painful multi-year economic adjustments,
which may require depressed living standards over an extended period. We
are concerned about the impact of these multi-year adjustments on the
policies of debtor country governments and even on the stability of their
political systems. Political changes occurring as a reaction to forced
auster ity could greatly compliicate management of the international debt
problem and adversely affect our interests, We will be trying to assess
this potential medium-term political fallout from the debt problem in a
National Estimate scheduled for this fall.

Because of our concern for longer-term problems, we suggest deleting

from the third page, first paragraph of the Overview, “particularly in the

SECRET
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short term.® In addition, we consider it unwise for the US Government to
wait until longer-term problems develop before seriously reviewing
additional policy alternatives. Although we recognize the sensitivity of
any suggestion that the USG might be considering major changes in policy,
we believe, 1ike NSC, Commerce, and DoD, that it would be prudent to review
both the instruments available to adapt the present strategy to changing
problems and the possibility for medifying at least elements of the

strategy itself.

2
SECRET
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Memorandum

ACTION BRIEFING INFORMATION

DISTRIBUTION

James E. Ammerman EF

DATE: April 21, 1983

Comments on NSSD-3 Received after Cutoff

As indicated in the transmittal of the draft NSSD-3 report

to the SIG-IEP, the suggestions received after the cutoff of
close of business on April 15 (from Commerce and CIA), but not

incorporated, are attached.

In addition, the Fed conveyed

orally some factual/technical comments on: (a) last paragraph
on p. ii; (b) first paragraph on p. iii; and (c¢) the last
paragraph on p. 4.

The only changes in the copy circulated to the SIG from

what I sent you on April 18 are:

—— deletion of "and export credit subsidies"™ in the

third line of p. ii;

on p.

-~ insertion of "in part® on the third line of p. iii;

—— addition of a "rebuttal"™ sentence to the OMB footnote
ls;

-- revision by Commerce of its footnote on p. 20;

-— addition of a Treasury rebuttal sentence to the Fed

footnote on p. 21;

-- revision by state of its footnote on p. 22;

—— addition of a Treasury rebuttal sentence to the NSC/

Defense/Commerce footnote on p. 29;

-- revision of the last paragraph of p. B-3 to reflect

Commerce/OMB discussions;

pl

—- deletion of "such as Mexico® from the third line of

Cc-3; and

-~ revision of the first paragraph on E-4 under Stage

1V, to be consistent with p. 3.

Attachment s

INITIATOR

REVIEWER REVIEWER REVIEWER REVIEWER SECRETARIAT

OFFICE CODE
SURNAME

Lister/IMB

NlTIALs/ DATE

P b, |/ / / / /

[DF8rAn T i1 81} n;cn) CTE N¢ F 1001 9 WHICH MAY BE USED UNTIL STOCK IS DEPLETED
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DISTRIBUTION:

State: Messrs. McGonagle and Maybarduk

NSC: Messrs. Bailey and Robinson (by hand)

CEA: Mr, Krugman (by hand)

OMB: Messrs. Al-Samarrie, Hamberger and Walsh {by hand)

CIA: Mr. Ernst ( | 551
Commerce: Mr. Liikala

USTR: Mr. Wilson

DOD: Ms. Blatt

FED: Mr. Adams
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IR % : | International Trade Administration
i@, j Washington, D.C. 20230
rargy
April 21, 1983
MEMORANDUM FOR Jim Lister
FROM: Michael Liikala
SUBJECT: USDOC Comments on Overview Paper

Pg. i, {add a first tic)

Political resistance in some countries may hamper their
attempts to meet IMF targets. If targets are widely missed by
even one major debtor, commercial bank confidence in IMF
programs may evaporate, and could greatly complicate efforts to
put together any more "new"” money packages for these nations.

A worsening financial market climate may also spill over and
adversely affect borrowing by otherwise creditworthy countries
(i.e. Korea, etc.).

Pg. i, (at the end of the second tic add:)

"and suppliers and some banks may reduce trade finance lines".

Pg.i, (after fifth tic)

(In particular if Latin debts come to be viewed by our allies
and their banks as essentially a "U.S. problem,").

Pg. ii (third line)

At the end of the sentence insert "in the trade finance area".

Pg. ii (first full tic substitute)

How to react if debtors intensify import and exchange controls
and export subsidies in order to achieve balance of payments
objectives in particularly if undertaken to make up for
inadequate domestic economic stabilization.

Pg. ii (at the end of the last paragraph add)

Moreover an attempt should be made to assess the trade
implications of the debt situation globally and in individual
adjusting countries.

CONFIDERTAL
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Pg. iii (at the end of the first tic add)

And may be complicated by continued contractions in LDC imports
that increase protectlonlst pressures.

Pg. iii (at the end of the last paragraph add)

In particular Argentina's internal situation may make the
Government reluctant to meet IMF targets, if so the banks and
the IMF would face a difficult decision on whether to continue
to provide the government with additional financing.

2027V
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1)

2)

3)

4)

VU IVLIVE .

USDOC Buggested Areas of Further Work

The adequacy of USG-bridging resources and the extent to

which msultilateral efforts can be expected. We sghould
deteraine the appropriate use of BSP, EXIN and CCC funds in

grovlﬂlng loans to countries of varying lnportnnee to D.B.
nterests.

The axpected levels of private lending and the adequacy of
trade finance facilities--particularly developaents in
supplier credits, bank cover and trade receivables. We
should deteraine if improvements can be made in secondary
markets for trade paper (i.e,, discounting of trade
receivables) and whether EXIN, PCIA and private insurers
can play a greater role in facilitating short-ters trade
transactions.

The availability of INP resources, particularly between now
and wvhen the recommended increases go into effect., We
should deternine if additional steps will be necessary,
i.e,, borrovings from private banks, an allocation of SDRs
and/or changes in the policies on access to INF funds,

At the same time we should monitor LDC adjustment efforts
to determine:

a. Whether domestic political pressures hamper the
adoption of prudent economic policies and complicate
adjustment in the short or medium ters.

b. Whether trade adjustment is taking place on a
sarket-oriented basis and if import contractions are
reaching a point where export-led adjustment becomes
less likely. In addition, we should monitor debtor
country policies on countertrade, clearing
arrangements, and other nonmarket-oriented trade
policies to determine the appropriate USG response to
these developments.
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